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Nurturing Wealth Together

Dear Investors, January 2010

There is a famous saying that states, ‘As January goes, so goes the year’, well if that's the case we
better hold on tight. Anyway, having an analytical mind | decided to check this out and see how many
times the markets end the year up when January was positive and how many time the markets fell
when January was a losing month. While the analysis showed other interesting findings, it did not
prove the saying. In the past 80 years of data on the Dow Jones, the market and January were only
aligned for 19/ 80 years, not very meaningful.
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Best 14% 12% 9% 32% 21% 2%  26% 36% 12% 11%
Worst 9%  -16%  -24%  -24%  -22%  -18% -10% @ -15% @ -31% -23% -14% -17%
INEEECNET N 1.04% -0.03% 0.33% 141% -0.02% 0.42% 1.39% 0.70% -1.31% 0.23% 0.84% 1.37%
Negative Months 28 36 33 34 37 40 31 32 48 32 31 23
Losses >3% 18 19 11 12 18 15 12 18 20 15 16 6
Losses >10% 0 2 3 2 3 2 0 3 6 5 2 1
Source: 613 Capital LLC

While the above graph is not statistically sound, it does highlight certain return characteristics for each
month. When combined with the frequency of losses for each month over the past 80 years it gives
you a sense of not only what the range of returns have been for the given month, but also how skewed
those returns are. In summary, September is by far the toughest month for markets with upside
returns at 10% and downside returns at -30%, with losses occurring in 48 out of the past 80 years.
Looking even deeper into the numbers shows how severe those losses have been, with 15 years
having losses greater than 3% and an astonishing 6 years having losses greater than 10% i.e. a single
month loss equivalent to the average annual return from equities. July is also interesting in that while it
looks like it is the safest month for buying shares given its return range of +22% / -10%, the detail
shows that 31 / 80 years have been losses. Ironically the best month for long only investments is
January. So much for that! Anyway, enough on short term trading! Let’s invest.
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Global Equity Markets

Monthly Returns Compound Annual Returns (p.a.)

Month 3 Mth 6 Mth YTD lyr 3yr S5yr 10yr
Developed (Local Cur)
Germany -5.9% 3.6% 5.2% -5.9% 26.7% -6.2% 5.9% -2.3%
UK -4.1% 2.9% 12.6% -4.1% 23.8% -6.0% 1.4% -1.9%
France -5.0% 3.7% 9.1% -5.0% 24.2% -12.8% -0.7% -4.3%
US (Dow) -3.5% 3.7% 9.8% -3.5% 23.5% -7.0% -0.7% -0.9%
US (S&P 500) -3.7% 3.6% 8.7% -3.7% 27.1% -9.1% -1.7% -2.7%
Japan -3.3% 1.6% -1.5% -3.3% 23.6% -16.5% -2.1% -6.2%
Hong Kong -8.0% -7.5% -2.2% -8.0% 53.0% -0.6% 8.1% 2.5%
Singapore -5.3% 3.6% 3.2% -5.3% 55.4% -4.3% 5.6% 2.1%
Australia -5.9% -1.1% 8.2% -5.9% 32.8% -7.4% 2.3% 4.1%
Developed (Local Cur)
India -6.3% 2.9% 4.4% -6.3% 77.1% 4.8% 20.6% 12.1%
China -8.8% -0.2% -12.4% -8.8% 50.2% 0.7% 19.8% 6.9%
Brazil -4.6% 6.3% 19.4% -4.6% 65.0% 14.1% 22.2% 14.8%
Israel -0.3% 10.2% 20.4% -0.3% 76.8% 3.4% 10.6% 7.8%
Taiwan -6.7% 4.1% 8.0% -6.7% 79.9% -0.4% 5.4% -2.5%

Source: 613 Capital LLC

January saw global equity markets correct after an exceptionally strong performance in 2009. While |
don’t think that investor sentiment has turned down, | think the reality is starting to set in of where we
are, after having survived the worst financial crisis in the history of capitalism. | remain amazed by
the fact that merely 18 months after the financial system came to a grinding halt, that investors have
expectations of normalised GDP growth and that this is all over.

New on the investor radar of concern is Greece and a potential bubble in China. Chinese banks
extend US$146billion of new loans in the first 18 days of the year. To put this in perspective, that
represents some 4% of their annual GDP. This saw the Chinese government raise capital adequacy
ratios at the major banks, trying to stem this rapid acceleration in loan growth. Greece also played its
part after announcing that its fiscal deficit for 2009 will be closer 12.7% of GDP (3x higher than
required by the European Central Bank) than the originally estimated 6%. After running 7.7% fiscal
deficits for the past 29 years Greece has now accumulated over $450bn in debt, some 125% of its
annual GDP (US$360bn). The economic impact, for each 1% interest rate increase, Greece’s
economy effectively contracts 1.25%. Greece is not the only villain in Euroland running huge fiscal
deficits, with Spain and Portugal having revised their estimates up to 9.3 and 11.4% respectively.
This could have a negative impact on the Euro, although the US also continues to run massive budget
deficits. The Congressional Budget Office (CBO) announced their 2010 US budget deficit at $1.35
trillion and for the next decade at $6 trillion cumulatively. This forecast could be underestimating the
true spend ultimately as the CBO stated that it assumed spending would increase with inflation. Add
the next decades of deficits to the current level of total US government debt and you get somewhere
in the region of $21 trillion dollars by 2020 or 100% of GDP. This will certainly have a material bearing
on the US dollar and inflation over time.

The graph on the next page shows the 2008 GDP of various countries to help contextualise just how
big the world economies are. In 2008, total global GDP stood at US$60 trillion, with the US
representing greater than 20% of this. While the graph shows China as third, by end of 2009 they wiill
certainly be larger than Japan. It is also interesting to note that the US is almost 3x’s as large as the
second largest economy.
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Looking closer at global GDP and getting to the crux of this month’s report, below is the consensus
GDP expectations for 2010. In general analysts remain confident on a turnaround in the global
economy, with the majority of growth still coming from emerging markets. To this extent, the IMF
raised their global GDP forecast for 2010 sharply upwards to 3.9%, with developed countries showing
more moderate growth closer to 2.1%.

Consensus Real GDP Growth Forecast

2009 2010 2011
USA -2.4% 3.5% 3.1%
Canada -2.6% 2.7% 3.4%
Japan -5.2% 2.0% 1.9%
Australia 0.9% 3.0% 3.5%
China 8.6% 10.0% 9.4%
Hong Kong -3.3% 4.5% 4.1%
Singapore -2.2% 6.5% 5.0%
Israel 0.0% 3.0% 4.5%
South Africa -1.9% 3.0% 3.5%
Euro Area -3.9% 1.9% 2.1%
Germany -4.9% 2.0% 2.2%
France -2.2% 2.2% 2.2%
Italy -4.7% 1.7% 1.7%
UK -4.8% 1.4% 3.1%
Developed Markets -3.4% 2.6% 2.6%
Emerging Markets 0.7% 6.1% 5.7%

Source: JP Morgan, 613 Capital LLC

While the global economy grew 3.2% in the fourth quarter of 2009, almost 65% of that came from
inventory restocking after management teams had run levels to extremely low levels which needed to
be increased ahead of the Christmas sales boom. This can be seen on the graph on the next page
which shows the orders to inventory levels on a global basis rising to 1.4x new orders to inventory
after having collapsed to 0.6x in mid 2009. My sense is that this is done for now and was a seasonal
aberration and a once off rebasing. If this is to continue, it will have to be met by stronger end-
demand, which you all know by now my view that it is unlikely given the current level of
unemployment and underemployment and a consumer still recovering from mountains of debt.
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Global Order / Inventory Ratio
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Source: JP Morgan

Looking at some other economic indicators it would appear that things are not as rosy as they appear.
US Steel and Nucor Corp both reported losses during the fourth quarter on the back of lower prices
and reduced volumes. While capacity utilisation for steel mills has increased from 58% to 64%, it is
still far off from the 80% levels experienced in 2007/08. In the US, while Q4/2009 GDP growth was a
raging 5.7%, 65% of this came from inventory restocking. One of the most interesting statistics to
come out was the US Employment Cost Index, a comprehensive measure of hourly labour cost,
which slowed from 3.1% to 1.2% during 2009, well below the inflation rate of 2.7%. Not only is
unemployment at record highs and employees being asked to work fewer hours, but the wages they
are earning are not keeping pace with inflation. It is therefore no surprise that over one in five of all
mortgages in the US is currently in default.

From an earnings perspective, results in general continue to beat expectations on the top and bottom
line, although most companies reporting are still showing anaemic growth in revenues. Operating
margins are expanding and therefore overall profitability, as CEO’s has aggressively taken costs
(read fired people) out of business and were running very lean inventories. This is supported by
Standard and Poor’s research shown below, where they estimate that earnings will increase 13.9%
for 2009 while revenues fell 13.7%. The turnaround in financials is the biggest swing factor as write-
downs have slowed materially from crisis times.

Annual Operating Income % Change Annual Revenue Growth %

2006 2007 2008 2009E  2010E 2006 2007 2008 2009E  2010E
ENERGY 24.70% 6.14%  9.99% -65.40% 90.50%  10.76% 8.70% 25.12% -33.54%  30.68%
MATERIALS 27.33% 4.68% -49.34% -14.30%  66.60% 9.62% 6.68% 6.71% -24.04%  2.69%
INDUSTRIALS 16.21% 11.78%  -0.48% 34.90%  11.90% 7.65% 8.82% 9.37% -14.87%  2.86%
CONSUMER DISCRETIONARY 20.02% -15.76% -60.31% 450%  7.60% 7.76% 3.81% -1.02% -18.08%  7.71%
CONSUMER STAPLES 5.46% 10.09%  9.93% 90.50%  43.00% 557% 11.27% 14.08% 2.63%  23.32%
HEALTH CARE 7.84% 15.82%  5.03% 0.90% 14.20%  13.46% 6.22% 9.70% 7.15%  10.33%
FINANCIALS 17.51% -39.40% -193.17% 121.66% 188.80%  18.63% 7.72% -30.62% -19.10%  -20.24%
INFORMATION TECHNOLOGY 1.35% 14.72%  -7.08% 6.10% 31.90% 459% 857% 3.91% -9.81% 13.01%
TELECOMMUNICATION SERVICES ~ 9.99% 3.74% -0.64% 9.50%  3.60%  11.64% 14.01% 3.62% 1.87%  1.05%
UTILITIES 18.00% 1.53%  4.96% @0 9.40%  -2.30% 9.53% 11.87% iS58y -20.65%
S&P 500 14.75% 5.91% -40.02% ( 13.90% Y 36.80% 8.94% 7.62% 1.700f -13.65% ) 7.23%
Source: Standard & Poor e S—

For 2010 earnings are expected to continue their stellar rise, increasing by a further 37%, once again
primarily due to better results from financials. Is this possible? In short yes, but is has more to do with
maths than strong economic growth. If you fall 40% you have to rise almost 70% to break even.

If you use 2006 as the base year for earnings and assume for illustrative purposes that earnings per
share (EPS) for the S&P 500 was $100 then by the time you get to the end of 2009, the EPS for the
S&P 500 would be $64 (loss of 4%, 40% and gain of 14% in 07,08,09 respectively), a loss of $36. If
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EPS rose 37% in 2010 as expected, the EPS for the S&P 500 at the end of 2010 would be an
illustrative $88, still some 12% of its peak in 2006.

My sense is that analysts will start to reign in their expectations as economic growth starts to
disappoint expectations towards the end of 2010. If I'm wrong and the economy has recovered and
employment is stronger and the expected earnings growth is achieved then where will the S&P 500
be at the end of 2010?

Forecast 2009 EPS for the S&P 500 are about $55 per share, estimated to grow to $75 per share by
end 2010. Applying the long term average PE for the S&P of some 15x would give a index level of
1,130, some 5% higher than where we were at the end of January. If the market were to trade on a
PE of 17x’s (expensive levels) this would equate to a level of 1,275 for the S&P 500 or a return of
19% for 2010. From my perspective, the rally in risky stocks during 2009 has placed the market at
fair value. This indicates to me that equities have priced in a lot of the recovery in 2010 already and
that the risk of disappointment could result in volatility.

The year is likely to be one of two halves. A good first half as the economy continues to recover from
the depths of the global financial crisis and a disappointing second half as prospects for 2011 dim due
to unemployment staying higher for longer and the consumer continuing to de-leverage their personal
balance sheets.

If you would like to share your views with me, please do not hesitate to send me an email at
ralphleib@613-capital.com

RISK IS WHAT YOU BUY RETURN IS WHAT YOU GET

DISCLAIMER

Information in this report has been obtained from various sources. While information has been obtained
from sources believed to be reliable, 613 Capital LLC, its affiliates, funds and subsidiaries (fi613 Capital0)
do not warrant its completeness or accuracy. The views and opinions expressed in this report constitute
613 Capitaldés judgment as of the date of this mat
material is not intended as an offer or solicitation for the purchase or sale of any financial instrument or
an investment in 613 Capital Global Quality Fund Ltd (BVI). The opinions and recommendations herein
do not take into account individual client circumstances, objectives, or needs and are not intended as
recommendations of particular securities, financial instruments or strategies to particular clients or
potential investors. The recipient of this report must make its own independent decisions regarding any
information mentioned herein and where necessary obtain their own legal, tax and investment advice.
Past performance is not indicative of future results. All materials in this report are the intellectual
property of 613 Capital. Copying, distributing, transmitting, transforming or lending of this material
without 613 Capital 6s Todussraiantreadess, 643 cagital lhliCtissekempt from the
requirement to hold an Australian financial services licence and is regulated under United States of
America laws, which differ from Australian laws.
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